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Students’ Department
Edited

by

H. A. Finney

(Note—The fact that these solutions appear in The Journal of
Accountancy should not lead the reader to assume that they are the official
solutions of the American Institute of Accountants. They merely represent
the personal opinion of the editor of the Students' Department.)
AMERICAN INSTITUTE OF ACCOUNTANTS
EXAMINATION IN ACCOUNTING THEORY AND PRACTICE
Part II
November 16, 1921, 1 P.M. to 6 P.M.
Answer all of the following questions:

1. Companies A, B and C were all organized during the year 1918,
A and B being engaged in manufacturing while C acted as selling agent for
B at a distant point. The capital stock of C is owned entirely by B, having
been acquired at the organization of C and paid for in cash at par. The
capital stock of A and B is owned entirely by John Roe, Richard Roe and
Mary Roe in equal proportions (one-third in each company). No dividends
were paid by either of the three companies during 1920. It may be assumed
that the miscellaneous investments shown on the balance-sheet of the one
company and the gross assets of all three corporations remained the same
during the year 1920.
Below are shown the balance-sheets of the three companies as at De
cember 31, 1919:
Balance-sheet—Company A—December 31, 1919
Assets
Liabilities
Capital assets:
Capital stock .................. $150,000.00
Real estate, buildings
and machinery (less
Current liabilities:
reserve for deprecia
Notes and accounts pay
able ....................... 50,000.00
tion) ...................... $100,000.00

Current assets:
Inventory of raw and
finished materials ... 50,000.00
Accounts receivable ... 15,000.00
Cash ............................. 10,000.00
Liberty bonds (fourth
4¼s) .................... 50,000.00

Surplus ...........................

30,000.00

Deferred charges:
Prepaid insurance and
taxes .....................
5,000.00

$280,000.00

126

$230,000.00

Students’ Department
Balance-sheet—Company B—December 31, 1919
Assets
Liabilities
Capital assets:
Capital stock ...................$250,000.00
Real estate, buildings
and machinery (less
Current liabilities:
reserve for depreciaNotes payable ............. 50,000.00
tion) ......................... $200,000.00
Accounts payable........ 10,000.00

Current assets:
Inventory of raw and
finished materials ... 75,000.00
Accounts receivable ... 15,000.00
Cash ............................. 5,000.00

Surplus ...........................

65,000.00

Investments:
In Company C (at cost) 25,000.00
Miscellaneous stocks
(domestic) .......... 50,000.00
Deferred charges:
Prepaid insurance and
taxes......................
5,000.00
$375,000.00

$375,000.00

Balance-sheet—Company C—December 31, 1919
Assets
Liabilities
Current assets:
Capital stock .................. $25,000.00
Inventory ...................... $35,000.00
Cash ............................
9,500.00 Current liabilities:
Accounts payable (to
Deferred charges:
Company B) ........... 10,000.00
Prepaid taxes..............
500.00
Miscellaneous..............
5,000.00
Surplus ...........................
5,000.00

$45,000.00

$45,000.00
The net income for
as follows:
Company
“
“

the year 1920, carried to surplus (per books) was

A.........................................
B..........................................
C.........................................

$20,000.00
25,000.00
5,000.00

$50,000.00
The following items appear in the respective profit-and-loss accounts
for the year 1920:
Co. A
Co. B
Co. C
Income and profits taxes paid for 1919 .. .$1,500.00
$2,000.00
Interest accrued on Liberty bonds........... 2,125,00
Interest paid on indebtedness incurred to
carry Liberty bonds............................. 3,000.00
Capital additions charged to profit-and-loss 1,000.00
750.00
Dividends received from miscellaneous in
vestments ..............................................
3,000.00
Prepare balance-sheet as at December 31, 1919, for tax purposes, and
also statements showing (1) the determination of the net taxable income
of the group, (2) calculation of invested capital and (3) calculation of
income and profits taxes payable by the group for the year 1920.
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ASSETS
160,000.00

$24,500.00
20,000.00
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$425,000.00
100,000.00

400,000.00
100,000.00

$615,000.00

Total capital stock ....................
Surplus .................................................

Total liabilities andcapital ...........

$650,000.00

150,000.00
150,000.00
250,000.00
25,000.00

65,000.00

250,000.00

$60,000.00

$230,000.00 $375,000.00

30,000.00

$50,000.00

$650,000.00 $230,000.00 $375,000.00

$115,000.00
10,000.00

$615,000.00

5,000.00

50,000.00
25,000.00

5,000.00
10,000.00
75,000.00

200,000.00

5,000.00

50,000.00

50,000.00

15,000.00

100,000.00

10,500.00

50,000.00
50,000.00
25,000.00

20,000.00
10,000.00
160,000.00

300,000.00

25,000.00

$10,000.00

$45,000.00

5,000.00

25,000.00

10,000.00

$ 5,000.00

$45,000.00

500.00

35,000.00

$ 24,500,00 $ 10,000.00 $ 5,000.00 $ 9,500.00

Inter-company
eliminations
Combined balance
Dr.
Cr.
sheet
A Company B Company C Company

1919

Notes and accounts payable:
Trade ................................................ $115,000.00
Other, C to B
.........................
$10,000.00
Capital stock, outstanding :
A Company .....................................
150,000.00
B Company ......................................
250,000.00
C Company ......................................
25,000.00

LIABILITIES

Total assets ..................................

assets:
Prepaid insurance and taxes ...........
10,500.00
Fixed assets :
Real estate, buildings and machinery,
less reserve for depreciation .... 300,000.00

Investments:
Liberty bonds (fourth 4¼ s) ...............
50,000.00
Miscellaneous stocks and bonds ....
50,000.00
Stock of C Company .........................

Cash ......................................................
Trade accounts and notes receivable ..
Other accts. receivable (B ’s acct. with C)
Inventories ...........................................

Consolidated
balance-sheet

Companies A, B and C

CONSOLIDATED BALANCE-SHEET DECEMBER 31,
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DETERMINATION OF NET TAXABLE INCOME
YEAR ENDED DECEMBER 31, 1920
Companies A, B and C
Combined Company A Company B Company C
Net profits as per books....... $50,000.00 $20,000.00 $25,000.00 $5,000.00
Add non-deductible expenses:
Income and profits tax 1919 3,500.00
1,500.00
2,000.00
Capital additions charged to
profit and loss ............. 1,750.00
1,000.00
750.00 ________
’$55,250.00 $22,500.00 $27,750.00 $5,000.00~
Deduct income not subject to
taxation:
Interest accrued on Liberty
bonds ............................ $2,125.00 $2,125.00
Dividends received from
miscellaneous stocks .... 3,000.00
3,000.00
Total deductions ................... $5,125.00 $2,125.00
$3,000.00
Net income subject to taxation $50,125.00 $20,375.00 $24,750.00 $5,000.00
Note—Interest on indebtedness incurred to carry Liberty bonds is
deductible for tax purposes.

CALCULATION OF INVESTED CAPITAL FROM
CONSOLIDATED BALANCE-SHEET
Companies A, B and C
Capital stock, paid up and outstanding at December 31, 1919.. $400,000.00
Earned surplus and undivided profits, December 31, 1919.........
100,000.00
Total of above....................................................................... $500,000.00
Less deduction for inadmissible assets, as per calculation
below . . . . ............................................................................
47,619.00
Invested capital for excess-profits tax purposes .................... $452,381.00
Calculation of Inadmissible Assets
Dec. 31,1919 Dec. 31,1920
Total
Average
Inadmissible assets....... $ 50,000.00 $ 50,000.00 $100,000.00 $ 50,000.00
Admissible assets .........
450,000.00 500,000.00 950,000.00 475,000.00
Average of inadmissible and admissible assets ......................... $525,000.00
Average inadmissible to average inadmissible and admissible..
9.5238%
9.5238% of $500,000.00 of invested capital, which is
the amount deductible as inadmissible, equals $ 47,619.00

CALCULATION OF
INCOME AND PROFITS TAXES PAYABLE BY GROUP
YEAR ENDED DECEMBER 31, 1920
Companies A, B and C
Invested capital ............................................................................. $452,381.00
Excess-profits credit:
8% of invested capital ............................. $ 36,190.48
Specific credit ..................................................
3,000.00
$ 39,190.48
Excess-profits tax
*Net taxable income ......................................
50,125.00
Subject to taxation @20%.................................... $ 10,934.52
Excess-profits tax 20% .........................................
$ 2,186.90
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Exemptions from income tax
Excess-profits tax ....................................
Specific exemption ....................................

Net taxable income ................................................

Subject to income tax.............................................
Income tax 10% ....... . ...................................

2,186.90
2,000.00

$ 4,186.90
50,125.00
$ 45,938.10
4,593.81

Total income and profits tax .......................
$ 6,780.71
*Note—As $50,125.00 is less than 20% of invested capital the net
income is all subject to taxation in the 20% bracket.
2. A (a silk mill in New Jersey), B (salesman representing C) and
C (commercial bankers in New York) entered into an agreement to
manufacture and sell a number of pieces of special quality silk, each to
share one-third of the profit of the venture.
C was to furnish the raw material, pay the dyeing and finishing bills
and (having control of the sales) to deduct from the accounts of sales
certain percentages for discount and commission and charge interest on
advances. A was to weave the materials and charge the woven goods
at cost. The difference between the value of the raw material and the
woven goods (manipulation) was also to be paid by C. All woven goods
were to be transferred immediately upon completion to C (New York).
There was no work in process at end of year.
It was desired to know the result of the venture as at June 30, 1921,
the record of transactions relative thereto at that date being as follows:
Raw silk purchased by C and sent to mill (A) ........................... $51,814.65
Weaving (manipulation) ..............................................................
14,201.28
(of which $12,811.31 has been paid by C to A)
Dyeing and finishing bills paid by C ...........................................
6,245.58
Shipments of finished goods from mill A to New York (C) ... 59,447.82
Sales (gross), finished product, by New York (C) ....................
58,659.24
Interest on advances—charged by C.............................................
1,338.16
Discount on sales—charged by C ................................................
3,500.39
Commission and guarantee—charged by C..................................
4,122.52
Amount paid by C to A on account of anticipated profit.........
1,900.00
Value of raw material, etc., at mill—June 30, 1921 ....................
9,476.99
Value of finished goods in New York—June 30, 1921 ................
24,746.59
From the foregoing, prepare manufacturing account, trading and profitand-loss accounts and the accounts of A, B and C, respectively.
Solution. A serious difficulty arises in solving this problem due to the
inability to account for the figure $59,447.82, the billed price of the ship
ments from the mill to New York. A was supposed to bill the goods
at cost, but this figure does not reconcile with the cost. Before a course
of action can be decided upon, it is necessary to determine whether cost
is supposed to include raw material and manipulation, or raw material,
manipulation and dyeing and finishing.
If the dyeing and finishing are not to be included in the cost at which
A bills the goods, the cost will include:
Raw material sent to mill .............................................. $51,814.65
Less inventory at June 30, 1921 .............................
9,476.99
Raw material used ........................................................... $42,337.66
Weaving (manipulation) ................................................
14,201.28
Total ........................................................................... $56,538.94
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A billed these goods at ..................................................
Their cost was .................................................................

$59,447.82
56,538.94

Hence there was an over-billing of ..............................

$ 2,908.88

If, on the other hand, A’s billing price is to include the cost of
materials, manipulation, dyeing and finishing, the billed price should have
been made up as follows:
Raw material and manipulation (as above) ................
Dyeing and finishing .......................................................

$56,538.94
6,245.58

Total....... ....................................................................

$62,784.52

If the goods cost ..............................................................
and were billed by A at ................................................

$62,784.52
59,447.82

there was an under-billing of.........................................

$ 3,336.70

The evidence in the problem as to what costs should be included in
A’s billing price is conflicting. In one place the problem states that
A was to weave the materials and charge the woven goods at cost;
this would seem to eliminate the dyeing and finishing. But in another
place the problem refers to the shipments of finished goods from mill A
to New York; if the goods were finished when they were shipped from A
to New York, their cost must have included the dyeing and finishing bills.
This solution will therefore proceed on the assumption that costs of
$62,784.52 had been incurred before the goods were shipped to New York,
and that A’s billed price of $59,447.82 involved an under-billing of $3,336.70.
A, B and C—Joint Venture
Statement of Cost of Goods Manufactured
From------- to June 30, 1921
Raw material purchased ................................................ $51,814.65
Less raw material inventory, June 30, 1921 .............
9,476.99
Raw material used ...........................................................
Weaving (manipulation) ................................................
Dyeing and finishing .......................................................

$42,337.66
14,201.28
6,245.58

Total manufacturing cost .........................................

$62,784.52

Presumably the inventory of finished goods in New York at June 30,
1921, is valued at the price used by A in billing. Since this price was
less than cost, the inventory is under-stated. The inventory should be
re-stated at cost, the following method being used in the absence of
information which will permit any other mode of re-statement:
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62,784.52
$24,746.59 X---------- = $26,135.57, cost of inventory of finished goods
59,447.82

A, B and C—Joint Venture
Profit-and-Loss Statement
From ------------- to June 30, 1921
Sales ................................................................................................ $58,659.24
Less cost of goods sold:
Cost of goods manufactured........................... $62,784.52
Less inventory of finished goods, June 30, 1921.. 26,135.57 36,648.95
Gross profit on sales ..................................................
$22,010.29
Deduct:
Interest on advances ....................................... $ 1,338.16
Discount on sales ..................................................
3,500.39
Commission and guarantee ..................................
4,122.52
8,961.07
Net profit ($4,349.74 to each) ..................................

$13,049.22

Joint-venture Account
Raw silk ....................(C)$51,814.65 Sales .......................... (C)$58,659.24
Weaving ....................(A) 14,201.28 Raw material inv. June 30 9,476.99
Dyeing and finishing.. (C) 6,245.58 Finished goods inv. June 30 26,135.57
Interest on advances.. (C) 1,338.16
Discounts on sales....(C) 3,500.39
Commiss’n & guarantee (C) 4,122.52
Net profit:
A............. $4,349.74
B ............. 4,349.74
C ............. 4,349.74 13,049.22
$94,271.80

$94,271.80
Raw material inventory . .$ 9,476.99
Finished goods inventory. 26,135.57

A’s Account

Cash from C for
weaving .................. (C)$12,811.31
Advance from C on
profits ................ (C) 1,900.00
Balance ............................. 3,839.71

Weaving ............................$14,201.28
Net profit .......................... 4,349.74

$18,551.02

$18,551.02
Balance—down ................ $ 3,839.71
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B’s Account
Net profit ..........................$ 4,349.74

C’s Account
Sales ................................ $58,659.24 Raw silk .......................... $51,814.65
Balance ............................ 27,423.11 Cash to A for weaving .. 12,811.31
Dyeing and finishing .... 6,245.58
Interest on advances .... 1,338.16
Discount on sales............. 3,500.39
Commission and guarantee 4,122.52
Advance to A on profits.. 1,900.00
Net profit ......................... 4,349.74
$86,082.35

$86,082.35
Balance—down ................ $27,423.11

The billed price of the goods shipped from A to New York does not
appear in the accounts, because in a joint venture the shipment of goods
from one participant to another is merely a transfer of the goods from
one location to another without any change in the possession. The billed
price is merely a memorandum.

3. The M. & N. Piano Company, manufacturing various styles of
pianos but keeping no established cost records, desires to know the basic
unit cost of the instruments manufactured during the year.
The company furnishes the following data, which are verified from
sundry bills and other records :
Number
Additional cost
Style
manufactured
per instrument
A .............................. 166
$ .00
B ............................... 212
.15
C .............................. 267
.45
D .............................. 177
.80
E .............................. 148
.85
F ..............................
56
.90
G ..............................
92
5.68
H ..............................
30
1.20
J .............................. 242
2.04
K ..............................
93
2.44
L ..............................
94
4.39
M ..............................
96
5.51
S ..............................
73
17.66
X (Player) ............. 786
84.31

2,532
The total cost of production for the year, as shown by the manufac
turing account, was $270,344.85.
The basic unit cost for the year preceding was $82.29437; for the
current year it is expected to be considerably less.
(a) Prepare the statements required, explaining in addition how you
would determine the total cost of each style, and submit your conclusions
in a formal report to the company.
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(b)How would you value finished units, say, for illustration, style G,
in the inventory for balance-sheet purposes at the end of the year?

Solution. Gentlemen: In compliance with your request we have pre
pared the following statement of additional costs for the various classes
of instruments which you manufacture, as well as a computation of the
basic unit cost of the instruments manufactured during the year, based
on the data furnished.
The M and N Piano Company
Statement of Additional Costs and Basic Unit Cost
Instruments Manufactured During the Year Ending-------Number
Additional cost
Total
per instrument
additional cost
Style
manufactured
$ .00
A ............ ... 166
$ 31.80
B .............. ... 212
.15
.45
120.15
C .............. ... 267
.80
141.60
D .............. ... 177
125.80
.85
E .............. ... 148
.90
50.40
F .............. ... 56
522.56
5.68
G .............. ... 92
1.20
36.00
H.............. ... 30
2.04
493.68
J .............. ... 242
2.44
226.92
K .............. ... 93
4.39
412.66
L .............. ... 94
5.51
528.96
M ............ ... 96
1,289.18
17.66
S .............. ... 73
66,267.66
84.31
X (Player) .. 786

Total .............. 2,532

$70,247.37

Total cost of production for the year.............
Deduct additional costs (as above) ..............

$270,344.85
70,247.37

Total basic cost of 2,532 instruments.............

$200,097.48

$200,097.48 ÷ 2,532 = $79.02744 Basic cost per instrument.

The total cost for each style may be computed by adding the basic cost
and the additional cost, as in the following illustration, based on style G:
Basic cost .....................................................
Additional cost ..............................................

$

79.02744
5.68

Total unit cost ......................................... $
Multiply by number of units manufactured..

84.70744
92

Total cost of 92 instruments manufactured $7,793.08448
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In determining the cost of the instruments in the inventory, the sum
of the basic cost and additional cost for each style should be multiplied
by the number of instruments in the inventory.
There is considerable doubt as to whether this method of ascertaining
costs results in an accurate distribution of costs among the various styles.
It is probable that the additional costs represent extra and special parts
which require labor in installation, as well as extra labor in the finishing
of certain styles. If extra labor is expended on certain style a portion of
the factory overhead should be allocated to this labor; unless the addi
tional costs as furnished to us include a portion of the overhead it is
apparent that the additional costs are under-stated and consequently the
basic cost is over-stated.
In other words, the additional costs cannot be accurately computed
without some kind of a cost system to distribute the factory overhead,
and if a cost system is operated to allocate overhead to the additional costs
it should furnish the information to allocate overhead to the basic costs.
While the method adopted results in a distribution of the total manu
facturing cost over the total output, there is no certainty that it results
in an accurate distribution of cost to each style. This is a common fault
with costs which are based on an assumption rather than on known facts.
It is recommended that a cost system of the specific order type be
installed, with provision for recording costs by departments and operations,
and that the instruments of each style be manufactured on lot orders for
definite numbers. In this manner, the cost of each style and of each
piano can be definitely ascertained and no uncertainty will exist in regard
to the costs of manufacture and the value of inventories.
Yours very truly,
4. What are the main purposes and advantages of modern cost
accounting?
Solution. The objects of a modern cost accounting system are:
(a) To determine unit costs as a guide in fixing selling prices.
(b) To furnish managerial information as to profitable and unprofit
able lines.
(c) To maintain perpetual inventories of raw material, work in process
and finished goods. With such perpetual inventories, it is possible
(d) To exercise control over materials and products so that none may
be used wastefully or for purposes other than those intended by
the management; and it is also possible
(e) To prepare profit-and-loss statements and balance-sheets at frequent
intervals without the expense and delay of taking physical inven
tories. The frequent preparation of profit-and-loss statements
and balance-sheets makes it possible
(f) To ascertain the progress and financial condition of the business at
frequent intervals thereby aiding the management in the direction
of the policies of the company.
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(g) To secure records of labor, material and overhead by which ex
cessive or unusual costs may be located, so that steps can be
taken to keep them within a proper limit.
(h) To establish normal or standard costs which may be used as a
basis of comparison, and for the valuation of inventories when
abnormal conditions exist.

5. The federal government permits a real-estate company receiving
the proceeds of the sale of its land in instalments to report its income on
the basis of instalments received and to take credit for that proportion
of the cost of sales which the instalments paid bear to the total selling price.
What method would you suggest for recording the unreported income
and cost?
Solution. To illustrate a method for recording the profit on real
estate instalment sales, it will be assumed that a lot costing $1,200.00 is
sold for $1,800.00, with a down payment of $150.00, the balance to be paid
in monthly instalments of $50.00, long end interest at 6% per annum to
be deducted from each monthly payment, the balance to be applied on
the principal.
At the date of sale, the following entry should be made:
Contracts receivable (John Smith) ....................... $1,800.00
Cost of sales.........................................................
$1,200.00
Deferred profit on instalment sales ....................
600.00
To record sale (data as to terms, etc.).
The credit to cost of sales is an offset to the property account.
All collections on the unpaid principal represent a return of cost to the
extent of two-thirds of the collection, and profit to the extent of one-third.
Special columns should be provided in the cash book, and entries made
as indicated below. These entries record the initial payment and the
first three monthly instalments.
Cash Receipts

Interest
John
John
John
John

Smith
Smith
Smith
Smith

.......
....... .......
....... .......
....... .......

$8.25
8.04
7.83

Cost
$100.00
27.83
27.97
28.11

Profit
$50.00
13.92
13.99
14.06

Cash
$150.90
50.00
50.00
50.00

The entries are posted to John Smith’s account in the subsidiary ledger
as indicated below. The total of the interest column is posted to the
credit of interest earned. The totals of the cost and profit columns are
posted to the credit of the controlling account with contracts receivable.
The total of the profit column is also used for a monthly journal entry
debiting deferred profit on instalment sales and crediting profit realized on
instalment sales.
Following are the money columns which may be used in the subsidiary
accounts receivable ledger to furnish detailed information:
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$1,800.00
$8.25
8.04
7.83

$100.00
27.83
27.97
28.11
$50.00
13.92
13.99
14.06

$150.00
50.00
50.00
50.00

$1,200.00
1,100.00
1,072.17
1,044.20
1,016.09

$600.00
550.00
536.08
522.09
508.03

$1,800.00
1,650.00
1,608.25
1,566.29
1,524.12

The controlling account with contracts receivable will control the total balance columns of the subsidiary ledger,
and the deferred profit on instalment sales account will control the profit balance columns in the subsidiary ledger.
The amounts taken up to earnings during a year will agree with the total of the year’s entries in the profit credit column.

$600.00

___________Debits___________
_____________ Credits______________
Balance____________
Profit
Total
Interest Cost___ Profit
Total__________ Cost______ Profit
Total

$1,200.00

Cost

J ohn S mith
Students’ Department
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6. A corporation has a number of investments in stocks and bonds which
are listed and have a definite market price from day to day. It carries
them at their cost prices in the ledger and wishes to retain these cost
prices and, at the same time, to have them shown in the monthly
balance-sheet at the market prices.
State a convenient method of doing this without changing the cost
values in the ledger.
Solution. It should be noted that the question does not call for a
discussion of the propriety of showing the investments on the balance-sheet
at market value, regardless of the nature of the investments. The desired
result may be accomplished by setting up an account called unrealized
market fluctuations in investments. This account can be debited when the
market advances and a debit balance will be added to the cost of the
investments on the balance-sheet. The account will be credited when the
market declines, and a credit balance will be deducted from the cost on
the balance-sheet
Whether the offsetting credits and debits should be made in profitand-loss account, surplus or a reserve will depend on whether the invest
ments are merchandise, temporary investments or permanent investments.
Consolidated Balance-sheet with Minority Interest
Editor, Students’ Department:
Sir: If you can conveniently do so, will you let us have the benefit
of your opinion on the following questions in connection with the prep
aration of a consolidated balance-sheet?
Assume that it is desired to consolidate the balance-sheets of a parent
company and its subsidiaries, and that the parent company owns only a
controlling interest in the several subsidiary companies. Which of the
two methods shown below is considered the better practice? If one is
preferred over the other can you let me have the principal reasons for
the preference?
1. Take 100% of the assets and liabilities of the subsidiary companies
into the consolidated balance-sheet and set up a liability to cover capital
stock and surplus owned by the minority interest. (Adjustments for
intercompany transactions would of course also be made.)
2. Take only that percentage of the assets and liabilities of the sub
sidiary companies owned by the parent company, adjust these assets and
liabilities by the parent company’s portion of intercompany transactions,
and consolidate these adjusted assets and liabilities. The resulting con
solidated balance-sheet will then represent the parent company’s portion
of the assets and liabilities of the subsidiaries.
Would either of these consolidated balance-sheets be acceptable to a
banker or would he require the supporting detail balance-sheets? There
may be another and better method than the two outlined, and if so, will
you outline same?
I have been unable to find a full discussion on this subject which sets
forth the merits of the several methods which might be employed in
preparing a consolidated balance-sheet and as this is a subject which is
possibly of interest to a great many, the thought has occurred to me that
a series of articles on the subject appearing in some magazine might be
worth while.
Thanking you for any information which you may give me on this
subject, I am
Yours very truly,
A. B. E.
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If the holding company owns only a bare controlling interest, it may
be better not to prepare a consolidated balance-sheet at all but to show
in the holding company’s balance-sheet an item investment in stock of
Company B.
The theory of the consolidated balance-sheet is that the holding com
pany, from a practical viewpoint, virtually owns the assets of the company
whose stock it owns and controls. If there is a minority interest the
theory is that it owns the assets subject to the rights of the minority.
Therefore it is customary, and I think preferable, to take up all of the
assets and liabilities of the subsidiary and show the minority interest in
the capital stock and surplus of the subsidiary as a capital liability. If
only the holding company’s proportion of the subsidiary’s assets and lia
bilities were taken up, the true condition would not be shown because
it would appear that the holding company actually owned the assets and
owed the liabilities taken up. The facts are that the holding company
does not own the assets nor owe the liabilities, but has an undivided
interest in the net assets of the subsidiary, and this undivided interest
cannot be dissociated from nor shown apart from the interest of the
minority stockholders if all of the facts are to be apparent.
A bank would probably not be satisfied with a consolidated balancesheet alone if it is contemplating extending credit to the holding company.
It would probably want a balance-sheet of the holding company, supported
by a balance-sheet of the subsidiary to give evidence as to the value of
the investment account appearing in the holding company’s balance-sheet.
The bank is really dependent upon the current assets of the holding com
pany if it loans money to the holding company.
Stock in Treasury and in Sinking Fund
Editor, Students' Department:
Sir: The writer will greatly appreciate your kindness if you will
answer the following questions:
1 (a). When a corporation purchases its own capital stock in the open
market at a price less than par value, to be held in its treasury, is it
entirely proper to bring the stock up to par on the books by journal
entry, and credit “discount on preferred stock”?
(b) If such an entry is made, should the latter account be transferred
to surplus or should it remain open on the books?
2 . If the above stock is purchased by a trustee in the open market
below par, for a sinking fund, and held by him until the entire issue is
purchased, the dividends on which are to be placed to the credit of the
sinking fund, what entry should be made in reference to the discount,
and when?
Yours very truly,
E. C. D.

Treasury stock should be carried at par, and in order to put it on
the books at par it is necessary to make a credit entry for the discount.
Before the purchase of the stock, the capital of the company included the
face of the stock, and the purchase of the stock reduces the capital by
only the amount paid for it. The discount remains capital since it is
not paid back to the stockholders; but, since it can no longer be reflected
in the capital stock account, it should be reflected in the surplus. However,
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general surplus should not be credited since there is no operating profit
in the transaction, and there is an increasing tendency to credit only
operating profits to surplus. The discount may be left in the discount-onstock-retired account, or it may be credited to capital surplus.
I presume that the sinking fund referred to is for the retirement of
the stock itself, although so-called sinking funds for stock retirement are
usually not conducted in this way. When a sinking fund is established
for the retirement of the bonds, it is customary to hold the bonds alive
in the fund and pay interest on them to the trustees of the fund. But
when stock is to be retired by means of a fund, it is customary to cancel
the stock at once instead of holding it in the fund and paying dividends
on it
Since the stock is not to be reissued but held in the fund until all
has been retired, it ought to be shown in the fund at par. On the balancesheet, the total stock will appear on the liability side, and the fund will
appear on the asset side or as a deduction from the total issue. In order
to show how much stock is still outstanding, the fund account should show
the stock at par, so that the deduction of the stock in the fund from the
total issue will show the par of the stock not yet acquired.
The fund will probably contain stock and cash. For that reason it
would be preferable to show the fund on the asset side of the balancesheet, as the cash in the fund is not a true deduction from the authorized
issue of stock. The discount on the purchase of the stock may be treated
the same way as discount on treasury stock acquired.
Instalment Subscriptions
Editor, Students' Department:
Sir : Answers to the following questions published through your Journal
will be greatly appreciated by the undersigned:
(1) A corporation has an authorized capital stock of 10,000 shares,
common, par value $100.00 each share. Subscriptions are received for
the entire amount on the following terms: 20% in cash and the balance
in four equal instalments, due in 30, 60, 90 and 120 days respectively.
All of the subscribers paid the initial cash payment and the first instal
ment as per agreement. When the second instalment is due, subscribers
for 200 shares of stock default in payment. When the third instalment
is due, subscribers to 120 shares default in addition to those already in
default. Subscribers to 50 shares who defaulted on the second instalment
pay the second and third instalments and are reinstated. When the fourth
instalment is due subscribers to 30 shares default in addition to those
already in default.
The terms of the sale stated that where default occurred in meeting
instalments the amounts already paid in would be forfeited, subject to
redemption and reinstatement in 31 days.
Required: All journal entries on books of the corporation.
(2) Please give journal entries for the following transactions:
(a) Sale of 10,000 shares of capital stock (common) value $100 at 110.
(b) Purchase of 5,000 shares of common stock by the above issuing
corporation at 80. (Par value 100.)
(c) Cancelation and reduction of 1,000 shares purchased in (b) assum
ing it is legal.
(d) Sale of 1,000 shares purchased in (b) at 85, and 1,000 shares at 102.
(e) Sale of 5,000 shares preferred stock at 100 par, giving one share
of stock purchased in (b) with each 5 shares of preferred sold.
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(f) Payment of stock dividend of $60,000 in treasury stock purchased
in (b) assuming a surplus of over $100,000.
Thanking you for your courtesy, I am
Respectfully,
Washington, D. C.
Theo. Edelschein.
(1)
Subscriptions ...........................................................$1,000,000.00
Capital stock ................................................
$1,000,000.00
To record the subscription to 10,000 shares of a
par value of $100.00. Subscriptions payable in
instalments as indicated in the following entry.

Cash .........................................................................
Call No. 1 (Due in 30days) ...............................
Call No. 2 (Due in 60days) ................................
Call No. 3 (Due in 90days) ...............................
Call No. 4 (Due in 120days) ...............................
Subscriptions ................................................
To record the instalments in which subscrip
tions are payable.

200,000.00
200,000.00
200,000.00
200,000.00
200,000.00

Cash .........................................................................
Call No. 1 ......................................................
To record the collection in full of the first
instalment.

200,000.00

Cash .........................................................................
Call No. 2 ....................................................
To record collection of second instalment on
9,800 shares. Second instalment in default on
200 shares.

196,000.00

Cash .........................................................................
Call No. 3 ....................................................
To record collection of third instalment
as follows:
Shares not in default after second call 9,800
Less defaults on third call ..................
120

193,600.00

Shares not defaulted .............................

200,000.00

196,000.00

193,600.00

9,680

Cash .........................................................................
Call No. 2 ....................................................
Call No. 3 ....................................................
To record collections on fifty shares in default
since second call.
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Unsubscribed stock ................................................
Call No. 2 ....................................................
Call No. 3 ....................................................
Call No. 4 ...................................................
Capital surplus ............................................
To record cancelation and forfeiture of sub
scriptions defaulted on second call and not re
instated after third call.
Shares defaulted at second call ...........
200
Shares reinstated at third call ..............
50
Shares forfeited ....................................

15,000.00

3,000.00
3,000.00
3,000.00
6,000.00

150

Capital surplus credited with $40.00 per share
paid in.

Cash .........................................................................
Call No. 4.....................................................
To record collection of call as follows:
Total shares originally subscribed....... 10,000
Shares defaulted at second call.... 200
Less shares reinstated .................... 50

Shares forfeited on second call.............

150

Balance ....................................................
Shares defaulted at third call ..............

9,850
120

Balance ...................................................
Shares defaulted at fourth call .........

9,730
30

Shares paying fourth call ......................

9,700

Unsubscribed stock ................................................
Call No. 3 ....................................................
Call No. 4 ....................................................
Capital surplus .............................................
To record cancelation and forfeiture of sub
scriptions to 120 shares defaulted on third call.
If the subscribers to the thirty shares defaulting
not pay within thirty-one days, the following entry
Unsubscribed stock ................................................
Call No. 4 ...................................................
Capital surplus ............................................
To record cancelation and forfeiture of sub
scriptions to 30 shares defaulted on fourth call.

142

194,000.00
194,000.00

12,000.00

2,400.00
2,400.00
7,200.00

on the fourth call do
should be made:
$3,000.00
$ 600.00
2,400.00

Students’ Department

(2)
(a) Subscriptions—common ................................... $1,100,000.00
Capital stock—common .........................
$1,000,000.00
Premium on stock ................................
100,000.00
To record subscription to 10,000 shares of
a par value of $100. Subscriptions at 110.
Cash .............................................................. 1,100,000.00
Subscriptions—common .........................
1,100,000.00
To record collection of subscriptions in full.
(b) Treasury stock ................................................
500,000.00
Cash .........................................................
400,000.00
Contingent profit on treasury stock ....
100,000.00
To record the purchase of 5,000 shares at 80.
It will be noticed that the treasury stock is placed on the books at par
and the discount is credited to a contingent profit or reserve account
where it will remain until subsequent transactions disclose whether the
profit will actually be realized by cancelation of the stock or by disposing
of it at more than 80.
(c) Capital stock ................................................... $100,000.00
Treasury stock.........................................
$100,000.00
To record the cancelation of 1,000 shares
of treasury stock.

Contingent profit on treasury stock .............
Capital surplus ...................................
To transfer to capital surplus the discount
of 20% on the treasury stock canceled.

20,000.00

(d) Cash ................................................................
Contingent profit on treasury stock ...........
Treasury stock .......................................
Capital surplus .......................................
To record the sale of 1,000 shares of treas
ury stock at 85.

85,000.00
20,000.00

Cash ................................................................
Contingent profit on treasury stock .............
Treasury stock ......................................
Capital surplus .......................................
To record the sale of 1,000 shares of treas
ury stock at 102.

102,000.00
20,000.00

(e) Cash .................................................................
Capital stock—preferred .......................
To record the sales of 5,000 shares of pre
ferred stock at par.

500,000.00
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Contingent profit on treasury stock ...........
Bonus to preferred stockholders ................
Treasury stock .......................................
To record the bonus of one share of
treasury stock to each purchaser of five
shares of preferred stock.

20,000.00
80,000.00

(f) Surplus ............................................................
Contingent profit on treasury stock .............
Treasury stock .......................................
To record the payment of a dividend in
treasury stock of a par value of $60,000.00
and a cost of $48,000.00.

48,000.00
12,000.00

100,000.00

60,000.00

Administrative and Selling Expenses of a Factory

Editor, Students’ Department:
Sir: Kindly advise me which case is correct—identified as Case No. 1
and No. 2.
Case No. 1.
Some manufacturing concerns when distributing overhead expenses, con
sider the sum of factory overhead, administrative expenses and selling expenses
as overhead expenses; in other words all expenses, other than interest
and discount, are added to work in process. This of course increases the
percentage to be used in distributing overhead expenses over the product,
and also increases the value on the books for work in process. At the
end of the year when work in process is inventoried, the percentage of
overhead for the year is used (which includes factory overhead, adminis
trative expenses and selling expenses).
Case No. 2.
Other manufacturing concerns when distributing overhead expenses
consider only the factory expenses as overhead expenses, administrative
and selling expenses being deducted from the prime profit. The percentage
of overhead in this case is not as high as Case No. 1, nor is the inventory
of work in progress in the books as high. In Case No. 1, due to the high
percentage of overhead, the balance-sheet would show that the business
is in a better financial position than Case No. 2, since the administrative
and selling expenses are added to the value of work in progress.
Should administrative and selling expenses be deducted for the period
incurred or should they be added in any way to the finished product or
work in process? How should the overhead expenses for finished product
and work in process be figured when same are inventoried in cases No. 1
and No. 2; also should the materials and labor for finished product and
work in process be inventoried at cost or should they be inventoried at
cost or market, whichever is lower?
I am enclosing herewith a statement which is self-explanatory. In
Case No. 1 you will note that there is a profit for the period of $3,750.00
and an inventory of $1,250.00. In Case No. 2 you will note that there
is a profit for the period of $3,500.00 and an inventory of $1,000.00. The
above would have considerable effect on a balance-sheet of a large going
manufacturing company, even though both are in the same financial posi
tion. The balance-sheet in Case No. 1 would show larger profits and
a larger inventory at the end of an accounting period.
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Case No. 1.
20 Articles Manufactured.
Material
.....................................................
$2,000.00
Productive labor ..............................................
1,000.00
Overhead:
Factory ...................................
$1,000.00
Administrative .’.....................
500.00
Selling expense .....................
500.00
2,000.00

5,000.00 or $250.00 each

Total cost .......................

Sales—15 at $500.00 each .......................................
Cost—15 at 250.00 each ......................................................

$7,500.00
3,750.00
$3,750.00

Profit ......................................................
Inventory: 5 at $250.00 each = $1,250.00.
Case No 2.
20 Articles Manufactured.
Factory overhead .................... ........................

Total cost ....................................................

1,000.00

$4,000.00 or $200.00 each

Sales—15 at $500.00 each ........................................
Cost—15 at 200.00 each ......................................................

$7,500.00
3,000.00

Prime profit ...........................................................................
Deduct:
Administrative expenses ......................
$ 500.00
Selling expenses .........................................
500.00

$4,500.00

Net profit ...............................................................................

$3,500.00

1,000.00

Inventory: 5 at $200.00 each = $1,000.00.
Yours very truly,
A. J. N.

Louisville, Ky.

This letter recalls a conversation which the editor of this department
had several years ago with the president of a corporation manufacturing
hog cholera serum. The president stated that the company had been in
existence only a few months and had made several thousand dollars already,
“and we haven’t started to sell the serum yet.” Inquiry brought to light
the following accounting methods. Adding all cash payments since organi
zation (commission on stock sales, manufacturing, administrative and
promotion expenses) and dividing by the number of cubic centimeters
manufactured gave a figure of about three quarters of a cent per cubic
centimeter. “The serum is to sell at five cents per cubic centimeter but
as we want to be conservative we are valuing it at only three cents.”
The attempt to explain the distinction between manufacturing expenses
and other expenses and the impropriety of anticipating profits was fruitless,
and the incident occurred in the halcyon days before the income tax pro
vided a convincing argument.
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Case No. 1 is clearly wrong. Selling and administrative expenses
must be absorbed as operating expenses, and no portion of them can
properly be included in the cost of manufacture. Your two illustrations
show why Case No. 1 is wrong: because of the inflation of the inventory
and of the profits.
The question as to “how the overhead expenses for finished product
and work in process should be figured when same are inventoried in
Cases 1 and 2” cannot be answered in full. Case No. 1 is wrong and
can be excluded. As to Case No. 2, all that can be said is that a good
cost system should be installed to make an apportionment of the overhead
on one of the several well-known bases, and that the goods in process
and finished goods should be valued in accordance with the findings of
the cost system.
It is coming to be recognized that the cost or market rule in the
valuation of inventories of manufactured products applies to the labor
element of cost as well as to the material element thereof.
Charles P. Rupp and Walter B. Bailey announce the consolidation of
their practices under the firm name of Rupp & Bailey with offices at
255 California street, San Francisco, California.
R. G. Rankin & Co. announce that they have removed their offices to
61 Broadway, New York.

MacHugh, Hill & Co., San Francisco, announce that Neil E. Larkin
has become a member of the firm. The firm also announces the opening
of offices in the W. P. Story building, Los Angeles.

William Bryden and L. C. Fauble announce the formation of a partner
ship under the firm name of William Bryden & Co., with offices at 1817
Douglas street, Omaha, Nebraska.
Lewis M. Sternrich and Louis Siegel announce that they have formed
a partnership under the firm name of Sternrich & Siegel, with offices at
31 Clinton street, Newark, New Jersey.

Flack & Flack announce that they have taken into partnership in their
Sydney (Australia) office George Lormer, associate of the American Insti
tute of Accountants.
Wells & Miller Co., Inc., announces that it has succeeded the firm of
Wells, Elkins & Miller, Inc., with offices in the Allison building, Richmond,
and the Krise building, Lynchburg, Virginia.

C. Herbert Johnson and Floyd B. Slabaugh announce the formation of
a partnership under the firm name of Johnson & Slabaugh, with offices at
315 Monger building, Elkhart, Indiana.
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